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KEY ECONOMIC INDICATORS: GERMANY EXCHANGE RATE AS OF NOV. 8, 1978 
U.S. $1.00 = DM 1.8762 


— ee ee ee ee 
1978 76/75 77/76 ~=—78/77 


INCOME, PRODUCTION, EMPLOYMENT 
GNP at current prices (DM billion) 6/78 1,498. 
Private Consumption 668. 
Government Consumption 240. 
Fixed Investment 250. 
GNP at 1970 prices (DM billion) 6/78 813. 
GNP Price Deflator 6/78 3 
Per capita GNP, current prices (DM) 6/78 19,538. 
Disposable Income (DM billion) 6/78 763. 
Savings as % disposable incame 6/78 12. 
Employment (1,000s) of wage salary 
earners, industrial 7/78 
Unemployment Rate y 9/78 
Productivity Gain 4 6/78 
Indices: 
New Industrial Orders, Value (1970 = 100) 
8/78 156. 
Industrial Production (1970 = 100) 8/78 £3. 
Retail Sales, Value (1970 = 100) 8/78 171. 
Industrial Wages per employee (1970 = 100) 
6/78 187. 
Cost of Living (1970 = 100) 9/78 146. 
Industrial Prices (1970 = 100) 9/78 144, 
MONEY 
Money Supply (M;; DM billion)* 9/78 208. 
Domestic Credit Outstanding (DM billion)*9/78 1,076. 
Federal Debt Outstanding Domestic 
(DM billion)* 6/78 138. 
Annual Federal Debt Service (DM billion) 12/78 8. 10. 
External Debt (DM billion)* 8/78 0. 0. 
Interest Rate, Central Bank* 10/7 3s 3% 
Interest Rate, Comm'l bank med.-term* 9/78 7 Ss 
BALANCE OF PAYMENTS AND TRADE 
—a Foreign Exchange reserves (DM bill.)* 88. 95. 
9/78 
Balance of Payments (Basic Balance,DM bil)8/78 -4.3 34 
Balance of Trade (DM billion) 8/78 38.4 23. ~ 
Exports, FOB (DM billion) 8/78 273.6 182. aS, 
U.S. share (DM billion) 8/78 18.2 i3. 9. 
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Imports, CIF (DM billion) 8/78 253. 158. 2 

U.S. share (DM billion) 8/78 7.0 id. 23.4 
Main Exports to U.S. in first half 1978; $ mill.: Motor vehicles 1,634; maine. 889; 
Chemicals 690; Electrical Equipment 230; Optical and Precision Mechanical Products 165; 


Main Imports from U.S. in first half 1978; $ mill.: Machinery 645; Chemicals 551; 
Electrical ipment 437; Edible Fats and Oils 436; Aircraft 285; Grains 147. 

1/ Cumulative through latest date shown, except for items marked *. 2/7 1978 through latest 
date shown over the same period in 1977, except for items marked *, 3/ As percent of labor 
force. 4/ Increase in real domestic product per worker. NOTE: Ttems marked * are as of 
year end 1977, and as of latest month shown for 1978. 1978 pm percentage changes indicate 
Changes of latest date shown over comparable date in 1977. 





SUMMARY 


After a strike and weather-marred first quarter, the German economy 
Picked up momentum in the second quarter. As the upswing appears to 
have been sustained into the second half of 1978, most business and 
economic observers are predicting that GNP will expand at a rate 
between 3 and 3 1/2 percent, the higher figure being the government's 
growth objective for the year. A booming construction industry to- 
gether with a still moderately strong consumption sector have pro- 
vided the strongest boosts to the recent economic surge. 


Prospects for expansion at a similar or slightly faster rate in 1979 
are good. In compliance with commitments at the Bonn Economic Summit, 
the German government is proposing tax reduction and expenditure pro- 
grams for 1979 equivalent to about one percent of GNP. Export 
prospects in late 1978 also appeared brighter. This and the rather 
better profit margins of business in general have helped to raise 
business confidence and the disposition to invest. 


Most forecasters see the pace of the economy rising to an annual rate 
of 3 1/2 to 4 percent in 1979. How durable the current recovery proves 
Will depend to a large extent on the strength of the world and 
especially the European economies, as well as on the German economy's 
capacity to uphold moderately stronger demand and undertake structural 
change while withstanding inflationary pressures. 


The bilateral trade balance deteriorated significantly during the first 
Six months of 1978. US exports to the Federal Republic, according to 
German statistics, rose in nominal dollar terms by only nine percent 
While German exports to the US expanded by 35 percent over the same 
period of 1977. A decline in US agricultural exports was chiefly 
responsible for the mediocre performance of US products in this market 
during this period. German exports to the US as measured in dollars 
have been distorted by a substantial appreciation of the mark, hence 
the change in nominal value is not a valid indicator of the change in 
trade volume. The more than 20 percent appreciation of the mark 
against the dollar over the past year should improve US competitiveness 
and work in the longer term to restore a favorable US bilateral trade 
balance and raise US trade prospects in third markets. 





PART A — CURRENT ECONOMIC SITUATION AND TRENDS 


German Locomotive on the Move? 


The German economy advanced rapidly in the second quarter of 1978 
thereby resuming the upswing which many forecasters judge to have 
started in the last half of 1977. The momentum of the upswing had been 
broken by a no-growth first quarter in which activity in various 
sectors of the economy was depressed by unusually bad weather and by 
strikes. On the basis of still preliminary industrial production and 
order data for the third quarter and of falling unemployment levels, 
expansion in the second half of the year appears to have continued at 
a fairly brisk pace. 


Personal incare tax reductions which became effective at the end of 

1977 and sharply higher outlays in 1978 by the government sector have 
provided much of the stimulus to accelerated growth. Other sectors have 
also been instrumental to the better economic performance. A relatively 
low inflation rate and an accommodative monetary policy have brought 
interest rates down to levels which strongly encourage investment in 
construction (an industry which has also benefitted from a substantial 
public works program enacted in 1977). Business confidence, which was 
perhaps dampened as much by terrorist activities in mid-1977 as by 
negative economic indicators, also shows sign of reviving. Exports 

have expanded more briskly in mid-1978 and business and banking profits 
registered marked gains in the first half of 1978. These developments 
should help buoy the still weak business investment sector in the months 
ahead. Finally, private consumption has continued to expand much more 
strongly than most observers thought likely. The private savings ratio 
declined in the first quarter of 1978 (although again rising slightly in 
the second quarter) and private financial institutions are reporting 
heavy consumer borrowing. 


Moderate Wage Settlements Encourage Business 


Although nominal wage increases in Germany have been reasonably low by 
western developed country standards, German business has been complaining 
rather vocally about rising labor costs and the squeeze that this to- 
gether with stiffer foreign competition has placed on profits. Lower 
profit margins are generally credited for the drop in the rate of 
business investment which has occurred in the seventies. Unlike in 
earlier decades, business has eschewed job-expansion type investments 
and ploughed capital almost exclusively into labor-saving processes 

and equipment (rationalization of production). To this are partly owing 
the persistence of a high unemployment rate beginning in 1973 and the 
decline in the numbers of foreign workers. 





The combination of relatively high unemployment rate, weak econamic 
Situation, and the widely accepted nexus between wages and employ- 
ment put labor at somewhat of a disadvantage in this year's wage 
round. Even though the negotiations were the bitterest Germany has 
known in several years and were protracted by strikes in key 
industries such as steel and autamobiles, labor's average wage gains 
appear not to have exceeded government forecasts. Perhaps more 
importantly, they stayed within the bounds of productivity in- 
creases plus the underlying rate of price increases. 


Price Increases Continue to Moderate 


In October the consumer price index stood 2.1 percent higher than 

in the same month a year ago. Since 1974 Germany has had greater 
price stability than any other industrial country outside of Switzer- 
land. This has been owing partly to prudent financial management, 
partly to relatively more social harmony than elsewhere, and partly 

to a commitment to free market policies. Less widely recognized is 
the role which a real appreciation of the mark has played toward 
maintaining a relatively stable price level. Without the shift in the 
terms of trade (in Germany's favor) Gemmnany's record on prices would 
have been relatively impressive but a good deal less noteworthy. 


Most forecasters expect a slight albeit discernible acceleration in 
the rate of price increase between the latter part of 1978 and the 
end of 1979: 

1) A situation in which Germany trades on more advantageous terms 
with the rest of the world will probably not persist over the coming 
year; 

2) rapidly rising costs in the construction industry can be expected 
to lap over (at least to same extent) into other sectors of the 
economy ; 

3) overall demand growth appears likely to outpace the expansion of 
overall supply. Labor bottlenecks may become especially acute in 
some industries; 

4) the planned TVA (tax value added) increase in mid-1979. 


Monetary Policy 


For three years most measures of the money supply have been expanding 
at annual rates of 8-1l percent. The growth target for Central Bank 
Money (the monetary base), by contrast, has been an annual increase 
of eight percent. Despite a rather substantial overshooting of money 
supply growth objectives in each year, most price indices show a 
steady amelioration of inflationary pressures. The public's rising 
demand for money possibly reflects to some extent a desire to 





replenish real cash balances the value of which had been eroded 
during an earlier period of high inflation. Demand for the mark, 
moreover, has strengthened with the enhancement of Germany's re- 
putation for price stability. 


In the fall of 1978 German interest rates had firmed up slightly 

from their early 1978 lows, largely as a consequence of strong credit 
demand. In late October the Central Bank raised minimum reserve rates 
on the deposits of commercial banks in an effort to mop up excess 
liquidity. The Bank made it clear, however, that it did not seek or 
expected any tightening of interest rates. 


Profits and Property Incomes up in 1978 


According to the Central Bank, net income from entrepreneurship and 
property in the first six months of 1978 was 7.5 percent higher 

than for the corresponding period of 1977. This compares favorably 
with a 6.5 percent gain in wages and salaries for the first half. 
According to the Bank, business profitability has been improved by 

tax concessions enacted at the end of 1978 and better terms of trade 
(DM import prices paid by German business fell relative to their 
export prices). Samewhat better business conditions and more moderate 
wage settlements are also raising profits. 


The outlook for business profits is improved somewhat by a govern- 
ment proposal to abolish the payroll tax as of January 1, 1980, and 
by prospects for accelerated growth in the months ahead. Still very 
uncertain as of yet is the course of the 1979 wage negotiations. It 
can be anticipated that business, banking and much of the economics 
profession will argue very strongly for moderate settlements as a 
principal means to bring down Germany's still high (by historical 
Standards) unemployment rate. Recent improvements in the employment 
Situation are being partly attributed to lower wage contracts in 
1978 vis-a-vis 1977. 


While most indices of business profitability have shown an eroding 
trend (except for 1976 when profits rose sharply with expanded 
output), German securities have been doing remarkably well. The 
upswing in stock market prices has now been underway for about four 
years and the general index stands at almost double the low point 
reached at the end of 1973 (although only marginally higher than in 
1968). Relatively low interest rates and international capital 
movements have helped lift the prices of German securities. 





Strong Import Growth has small Impact on Balance of Payments 


During the first nine months of 1978 the rate of import growth 
(volume) accelerated sharply to about seven percent. The growth of 
exports (volume), by contrast, decelerated to a yearly rate of 
approximately five percent. Because of more favorable terms of 
trade (import prices fell in terms of the mark while export prices 
remained stable), the growth in the mark value of exports was larger 
than the increase in import value. Mid-1978 saw an upward move- 
ment in the rate of exports and in export orders. Germany's 

trade balance for 1978 will, therefore, probably, not be any lower 
than in 1977 when it reached DM 38 billion. Due to improvements 

in other accounts, especially long tem capital, the current account 
surplus for 1978 will almost certainly exceed the DM 8.6 billion 
surplus recorded in 1977. 


German direct foreign investment continues on an upward trend. 
According to published figures, German investors placed DM 2.72 
billion in direct investments abroad during the first six months of 
1978, up DM 141 million over the same months of 1977. The favorite 
foreign resting place for German investor capital continues to be the 
US which with DM 723 million absorbed twice as much German direct 
investment as France, which stands second on the list. New invest- 
ments, such as the Volkswagen plant in Pennsylvania, as well as the 
purchase of existing assets have figured prominently in German out- 
lays in the US. German industry more and more cites the widening 
disparity in labor costs (to the US advantage) as prompting stronger 
consideration for producing in the US to service the US market. 


Short-term Prospects Looking Up 


Since the end of the first quarter, the German economy has gained in 
momentum. Construction has been the fastest growing sector; most 
other sectors, however, are also showing at least modest gains. 

Tax reductions and a moderately expansionary rate of government 
sector expenditures should help to sustain, or even raise, the over- 
all pace of expansion. Export growth may provide greater stimulus 
if economic activity in other European countries picks up. 

Business confidence, which has been perking up since early summer, 
has been very recently stimulated by the prospect of receiving large 
orders from China. Steel and coal mining equipment seem to be the 
top priority items in the shopping list for German goods. 


The inflation rate may also move up moderately in the months ahead 
due to faster growth and other factors discussed above. Assuming 
monetary policy does not tighten appreciably, GNP expansion at a 
yearly rate on the order of 3-4 percent would be a conservative 
estimate of short-term prospects. 





Long-term Prospects 


Germany like other affluent, developed countries, is troubled by 
unemployment, inflation, structural rigidities, labor/management 
tensions, chronic public sector deficits, and distributional conflicts. 
These problems, however, are a lot less acute here than almost any- 
where else. There is every reason for expecting Germany to remain 
politically stable and economically strong. 


Between 1978 and 1989 the German workforce is projected to increase 
by about one million, even as the population is declining. During the 
years immediately preceding 1978 the workforce was falling, partly 
due to a net emigration of foreign workers; Germany's employment 
problem would otherwise have beeii more acute. Substantial net job 
creation, vice net job destruction, will have to take place in an 
economy absorbing new technology and new processes at a very fast 
rate. Structural change should also proceed at a rapid rate in re- 
sponse to changing demand and, especially in an economy as open as is 
the German, in response to increasing foreign competition. 


The labor unions are advocating that the additional workforce should 


be absorbed preferably by reducing the work week from 40 to 35 hours. 
Others are arguing that elimination of labor market rigidities, 
particularly those induced by a liberal unemployment compensation 
system, would help reduce the employment rolls. Economists less 
optimistic about the flexibility of the market argue that a stronger 
investment role on the part of government is needed to provide more 
stimulus to a stagnation-prone economy. 


It is impossible to know which of these particular courses will gain 
widest acceptance in Germany. A prosperous country with a stable 
political system, however, should be able to find an acceptable 
course to the vast majority of its citizenry without excessive social 
turbulance. 


Most economic observers feel that the German economy should be able 
to sustain an average growth rate of about 3.5 to four percent per 
annum over the next decade. Worker productivity is expected to in- 
crease at about the same 3.5 percent annual rate of recent years. 
The additional output would be accounted for by a steady albeit 
modest expansion of employment. 





PART B — IMPLICATIONS FOR THE UNITED STATES 
Strong German Demand for Imports 


German demand for foreign goods and services should continue to rise 
at a faster rate than overall demand. With increasing affluence 
have came not only the development of more cosmopolitan tastes but 
also a higher allocation of income for goods and services which em- 
body foreign inputs. Luxury goods and foreign travel (of which 
Germans are the world's largest consumers) are likely to continue 
to draw a larger and larger proportion of consumer outlays. 


Specialization will also support strong import growth. At current 
exchange rates German labor costs rank with those of Sweden as the 
highest in the world. Real wages, moreover, show a sharper trend 
upward in Germany than in most other industrial countries. A country 
so dependent on trade as is Germany cannot simultaneously protect 
many uncompetitive industries and pay still higher wages. To an 
ever increasing extent Germany is having to specialize in the pro- 
duction of those goods and services which incorporate relatively 
high capital and technology camponents and relatively less labor. 
With increasing specialization come the opportunities for foreign 
producers to make inroads in those markets in which German producers 
are losing campetitive advantage. Standardized machine tools, for 
example, are being imported in larger amounts as German producers 
move into more sophisticated lines. Foreign auto manufacturers 
(including US) are beginning to carve out a share of a market 
formerly almost impenetrable for the foreign producer. It should be 
expected that the German market will continue to be characterized 
by the kind of dynamic changes which encourage the entry of new 
products. 


Bilateral Trade Balance At Least Temporarily in Germany's Favor 


During the first six months of 1978 German imports from the US of 
finished manufactures registered a healthy growth rate (22 percent) 
to reach $ 2,404 million. Since German imports from the US of 
agricultural products and raw materials declined and the increase 
of imports of semifinished products was negligible, the share of 
finished products (excluding defense items) in total German imports 
fram the US rose sharply, from 52.7 percent last year to 59.1 per- 
cent this year. The US share in German imports of finished manu- 
factures was 7.8 percent, compared with 8.0 percent for the same 
period last year. 





The largest commodity group in German imports from the US of 

finished manufactures was machinery, which continued to strengthen 
its position in the German market. At $ 645 million, German 

imports from the US of machinery increased over the corresponding 
period of last year by 27 percent. Also the US market share im- 
proved slightly, from 17.1 percent last year to 17.3 percent this 
year. Remarkable was the increase in the US sales of office 
machines, which jumped by 42 percent to $ 281 million, thus account- 
ing for 43.5 percent of all US machinery sales in Germany. The US 
share of the German import market for office machines was 33.5 percent, 
a substantial increase from the 28.4 percent of last year. This was 
the highest share the US has achieved in this market since 1971, 

when it stood at 34.3 percent. Impressive US sales and larger US 
market shares were registered for materials handling equipment, paper 
and printing machinery, pumps and campressors, food processing 
machinery. Although US sales of machine tools jumped by 61 percent 
to $ 27 million, the US market share declined slightly, from 7.7 per- 
cent last year to 7.6 this year. 


US sales of chemicals, the next largest commodity group of finished 
manufactures, rose by 6 percent to $ 467 million. Increases in 
dollar values were reported for photochemicals, pharmaceuticals 

and dyes, while US sales of plastics and plastic materials declined. 
On balance, the US share of the German chemicals import market de- 
clined from 12.0 percent last year to 10.3 percent this year. 


German imports from the US of electrical equipment exceeded last 
year's levels by 23 percent and reached $ 437 million. As German 
imports from other countries increased faster, the US market share 
declined slightly, from 12.7 percent last year to 12.4 percent this 
year. In this market Japan's performance has recently been especially 
noteworthy. During the first six months of this year, Japan for the 
first time outpaced the US in its sales of electrical equipment, as 
Japanese sales amounted to $ 439 million, and Japan's share of the 
German import market of electrical equipment rose to 12.4 percent, the 
same as for the US. 


US sales of optical and precision instruments exceeded last year's 
levels by 21 percent and reached $ 124 million. The US market share 
declined slightly from 17.4 percent to 17.1 percent. Here again 
Japan's performance was impressive. Japanese sales of optical and 
precision instruments in the German market more than doubled in the 
last two years and reached $ 172 million. 





* UT, & 


After several years of shrinking US market shares, US aircraft 
captured a larger share during the first half of this year. At 

$ 285 million, US sales of aircraft exceeded last year's level by 

59 percent, and the US market share came to 35.3 percent, compared 
with 31.4 percent last year. The boom in sales of US automobiles 
continued. At $ 100 million German imports of automobiles more than 
doubled and the US market improved from 1.7 percent last year 

to 2.7 percent this year. German importers of US automobiles are 
very optimistic about future developments. According to press reports 
a German importer of US automobiles is building a large center in 
which US cars will be modified to conform with German regulations. 


The performance of other commodity groups, predominantly consumer 
goods, was mixed. Increases in dollar values and in the US market 
share were registered for textiles and textile products, as well as 
rubber products. While US sales of cutlery, tools and ironware in- 
creased in dollar value, the US market share declined slightly. 

US sales of glass, ceramics and china, as well as leather, furs and 
by-products registered declines in dollar values and market share. 


While US agricultural exports to Germany during the first six months 
of the year were again above the $ 1 billion mrk at $ 1,003 millions, 
this was a $ 133 million decline from a year earlier. This decline 
reflected primarily both a quantity and value decline in corm imports 
from a year earlier as well as lower world market prices for soybeans. 
Larger shipments of soybean meal, sunflower seed, tobacco and fruit 
and vegetable products only partially offset the dollar decline in 
corn and soybeans. 


US imports from Germany during the first six months of 1978 increased 
by 35 percent, from $ 3.5 billion in 1977 to $ 4.7 billion. This surge 
in German products sold in the US combined with the $ 133 million 
decline in US agricultural exports to Germany turned a $ 250 million 
US bilateral trade surplus in the first half of 1977 into a $ 636 
million deficit for the same period of 1978. The sharp appreciation 
of the mark and relative price changes influenced the nominal values. 
Hence, these figures are not necessarily indicative of the changes in 
trade volumes, for which data are as yet unavailable. 
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